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REPORT OF ERNST & YOUNG LLP, INDEPENDENT AUDITORS

To the Board of Directors of XO Communications. Inc

We have audited the accompanying consolidated balance sheet of XO Communications, Inc (the “Company™)
as of December 31, 2002, and the related consolidated statements of operations, stockholders’ equity (deficit) and
cash flows for the yearthen ended Our audit also included the financial statement schedule listed 1n the Index at
item 15(a) These financial statements and schedule are the responsibihity of the Company's management Qur
responsibility 15 to express an opinion on these financial statements and schedule based on our audit The
censolidated financial statements and schedule of the Company for each of the two years 1n the period ended
December 31, 2001, were audited by other auditors who have ceased operations, and whose report dated February 6,
2002, expressed an unqualified opinion on those consolidated financial statements and schedules before the
restatement adjustments described in Note 5 and included an explanatory paragraph that discussed the substantial
doubt about the Company s ability to continue as a going concern

We conducted our audit in accordance with auditing standards generally accepted in the United States Those
standards require that we plan and perform the audit to obtain reasonable assurance about whether the financial
statements are free of material misstatement An audit includes examining, on a test basis, evidence supporting the
amounts and disclosures n the financial statements An audit also includes assessing the accounting principles used
and significant estimates made by management, as well as evaluating the overall financial statement presentatton
We believe that our audit provides a reasonable basis for our optnion

In our opinion, the 2002 financial statements referred to above present fairly, in all matenal respects, the
consolidated financial position of XO Communications, Inc at December 31, 2002, and the consolidated results of
1ts operations and 1ts cash flows for the year then ended, 1n conformity with accounting principles generally accepted
mn the United States Also, in our opinion, the related financial statement schedule, when considered 1n relation to the
basic financial statements taken as a whole, presents fairly in all matenial respects the information set forth theremn

As discussed m Note 5 to the consolidated financial statements, effective January 1, 2002, the Company
adopted Statement of Financial Accounting Standards No 142, “Goodwill and Other Intangible Assets”

As discussed 1n Note 1 to the consolidated financial statements, effective January 16, 2003, the Company was
reorganized under a plan of reorgamization confirmed by the United States Bankruptcy Court for the Southern
Dustrict of New York In connecuion with its reorgamzation, the Company will apply fresh start accounting 1n the
first quarter of 2003

As discussed above, the financial statements of X0 Communications, Inc for the years ended December 31,
2001 and 2000 were audited by other auditors who have ceased operations As described in Note 3, these financial
statements have been revised to include the transitional disclosures required by Statement of Financial Accounting
Standards No 142, Geodwtill and Other Intangible Assets, which was adopted by the Company as of January 1,
2002 Our audit procedures with respect to the disclosures in Note 5 with respect to 2001 and 2000 included (a)
agreeing the previously reported net loss to the previously 1ssued financial statements and the adjustments to
reported net loss representing amortization expense recognized in those periods related to goodwill and 1ntangible
assets that are no longer being amortized to the Company’s underlying records obtained from management, and (b)
testing the mathematical accuracy of the reconctliation of adjusted net loss to reported net loss, and the related
loss-per-share amounts In our opinion, the disclosures for 2601 and 2000 in Note 3 are appropriate However, we
were not engaged to audit, review, or apply any procedures to the 2001 or 2000 financial statements of the Company
other than with respect to such disclosures and, accordingly, we do not express an opmton or any form of assurance
on the 2001 or 2000 financial statements taken as a whole

/s/ Emst & Young LLP
February 28, 2003
Baltimore, Maryland



The following report is a copy of a report previously issued by Arthur Andersen LLP (*Andersen™),
whose report has not been reissued by Andersen. Certain financial information for each of the two years in
the period ended December 31, 2001, was not reviewed by Andersen and includes additional disclosures to
confor m with new accounting pronouncements and SEC rules and regulations issued during such fiscal year,
se¢ Item 1, Business, for discussion of risks.

REFPORT OF INDEPENDENT PUBLIC ACCOUNTANTS

To the Stockholders of XO Communications, In¢

We have audited the accompanying conselidated balance sheets of XO Communications, inc (“XO Parent,” a
Delaware corporation) and subsidiaries (collectively the “Company”) as of December 31, 2001 and 2000, and the
related consolhidated statements of operations, stockholders’ equity and cash flows for each of the three years in the
period ended December 31, 2001 These financial statements are the responsibility of the Company’s management
Our responstbility 1s to express an opinion on these financial statements based on our audits

We conducted pur audits 1n accordance with auditing standards generally accepted 1n the United States Those
standards require that we plan and perform the audit to obtain reasonable assurance about whether the financial
statements are free of material misstatement An audrt includes examining, on a test basis, evidence supporting the
amounts and disclosures 1n the consolidated financial statements An audit also includes assessing the accounting
principles used and sigmficant estimates made by management, as well as evaluating the overall financial statement
presentation We behieve that our audits provide a reasonable basis for our opmion

In our opinion, the conschidated financial statements referred to above present fairly, in all matenal respects, the
financiai position of X& Commumications, Inc and subsidianes as of December 31, 2001 and 2000, and the results
of their operations and their cash flows for each of the three years in the period ended December 31, 2001, 1n
conformity with accounting principles generally accepted 1n the Umited States

The accompanying consohdated financial statements have been prepared assuming that the Company w1l
continug as a going concern As discussed in Note 1 to the consolidated financial statements, the Company has
incurred recurring operating losses and negative cash flows from operating activities, has defaulted on 1ts debt
obligations and has begun to implement a proposed recapitalization that contemplates XO Parent filing a voluntary
petition for relief under chapter 11 of the United States Bankruptcy Code These matters, among others, raise
substantial doubt about the Company’s ability to continue as a going concern Management’s plans in regard to
these matters are also described in Note 1 The acconmpanying consolidated financial statements do not include any
adjustments relating to the recoverabnlity and classification of recorded asset amounts or the amounts and
classification of habil:ties that might otherwise be necessary should the Company be unable to continue as a going
concern

Our audit was made for the purpose of forming an opinion on the basic financial statements taken as a whole
The schedule Listed in the index of financial statements 1s presented for purposes of complying with the Secunties
and Exchange Commission’s rules and 1s not part of the basic financial statements This schedule has been subjected
to the auditing procedures appited 1n the audit of the basic financial statements and, m our opimion, fasrly states, in
all matenal respects, the financial data required to be set forth therein 1n relation to the basic financial statements
taken as a whole

/s/ ARTHUR ANDERSEN LLP
Vienna, VA
February 6, 2002



X0 Communications, Inc.
Consolidated Balance Sheets
(Dollars in thousands, except for per share data)

Pro forma
Unaudited
Reorganized
Company
December 31, December 31,
2002 (a) 2042 2001
ASSETS
Current assets
Cash and cash equivalents g 314,038 $ 314,038 § 246,189
Marketable secunines 246945 246,945 508,978
Actounts recetvable, net of allowance for doubtful accoumts of
$37,030 and 332,492 respechively 116,541 116,541 216,753
{her current assets 32,654 23,480 101.760
Total current assets 710,178 761,004 1,073,680
Property and equipment net 502,176 2,780,389 3,742.577
Fixed wireless licenses, net 59,508 911,832 947,545
Goodwill, net —_ — 1,876,626
Other intangibles, net 76,171 72,782 153,404
Other assets, net 23,108 59,289 136,633
Total assets. e 1371141 $_4.585.496 §_17.930,405
LIABILITIES AND STOCKHOLDERS' (DEFICIT) EQUITY
Current liabilities not subject to compromuse
Accounts payable $ 69,729 $ 63,729 $ 156488
Accrued habilities 246,048 265,889 341,094
Accrued interest payable 213 213 114,882
Long-term debt in default — — 5,109,503
Current habihties not subject 10 compromuse 315,990 329,831 5,721,967
Current habilities subject 1o compromise — 5.497.207 —
Total current jsabilities 315,990 5,827,038 5,721,967
Long-term lrabilities not subject ta compromise. — 75242 129,092
Long-term Liabilities subject to compromise — 7,182 —
Long-term debt 500,000 — —
Other longterm labilities. 80,151 — —
Total habilities 896,141 5,909,462 5,851,059
Redeemable preferred steck par value $0 01 per share, 25,000,000
shares authonzed 7,856,918 and 7,857,612 shares 1ssued and
outstanding on Decernber 3!, 2002 and December 31, 2001,
respectively, aggregate hquidation preference of §1,693,293 and
$1,693,328 on December 31, 2002 and December 31, 2001,
respectively
Subject to compromise —— 1,708,316 —
Not subject to compromise. — = 1,781,990
Commitments and contingenctes
Stockhoiders (deficit) equity
Common stock, par value $0 02 per share, stated at amounts paid 1n
Class A, 1,000,000,000 shares authonized 331,033,219 and
337,774,204 shares 1ssued and outstanding on December 31, 2002
and December 31, 2001, respectively, Ciass B, 120,000,000
shares authonzed 104,423,158 shares 1ssued and outstanding on
both December 31, 2002 and December 31,2001 475,000 4,628,139 4,628,509
Deferred compensation — (8,500) (37,428)
Accumulated other comprehensive mcome — 2,512 10,406
Accumulated deficnt - _ (1654433}  __(4,304.071)
Total stockholders' (deficit) equity — 475000 _ (3032282 297416
Total habilites and stockholders’ (deficit) equity S a3 71,141 $_4,585 496 $_7.930.465

(a) As discussed i footnote 3, the Company emerged from bankruptcy on January 16, 2003 and wall be required to adopt the fresh start
accounting provisions of SOP 90-7 i the first quarter of 2003 The pro forma balances reflect what the December 31, 2002 balances would have
been had the Company applied fresh start accounting as of December 31, 2002

See accompanying notes to conselidated financial statements
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X0 Communications, Inc.
Consolidated Statements of Operations

(Dollars in thousands, except for share and per share data)

Year Ended December 31,

2062 2001 2000

Revenue § 1259853 $ 1258567 $ 723826
Costs and expenses

Cost of service 522924 527,698 302.666

Seftmg. operating and general (excludes stock-based compensation} 736,925 971,714 730.604

Steck -based compensation 28,928 37,173 48,328

Depreciation and amortizanon 699,806 1,162,671 617714

Restructuring and asset write-downs 480,168 509,202 —

In-process tesearch and development e — 16.166

Total cosis and expenses 2468751 3,208,458 1,735478

Loss from operations {1.208.898) (1,949,891 (1,011 6352)
Interest income 16,478 77,938 180,905
Interest expense, net {contractual interest was $501,118 for the year ended

December 31, 2002) {226,451) {465,401) {434,122}
Other income (loss), net (2003 (93.781) £63,570
Reprgamzation expense, net (91.121) — —
Net loss before extraordinary item and cumulative effect of accounting change (1,510,192) {2,431,135) (1,101,299)
Extraordinary gamn on repurchases of debt, net — 345010 —
Cumulatve effect of accountng change {1,876.626) — =
Net loss (3,386,818) (2,086,125) (1,101,299
Recogminion of preferred stock modification fee, net — reorganization item 78,703 — —
Gain on repurchases of preferred stock, net — 376,879 -
Preferred stock dividends and accretion of preferred stock redemption obligation, net

{contractuaj dividend was $98,768 for the year ended December 31, 2002) (42,247} (129.671) {146.356)
Net loss appitcable to common shares § (33503600 3 _(1.83R8917) & (1 247653)
Net loss per commeon share, basic and diluted
Met loss before extraordinary 1em and cumulative effect of accounting change $ (342) 3 (6 02) 3 (3 42)
Extraordinary gain on repurchases of debt, net — 086 —
Cumulatrve effect of accounting change {424) = —
Net loss (7 66) (5 16) (3 42)
Recognition of preferred stock modificanon fee, net — reorgamzation item 018 — —
Gain on repurchases of preferred stock, net — 093 —
Preferred stock dividends and accretion of preferred stock redemption obligation, net __ (010} (032) (0 45)
Net loss per commen share, basic and diluted R (7.58) & {4.55) 3 (337)
Weighted average shares, basic and diluted 441964340  _ 4031880956  __3220R9RR3

See accompanying notes to consohdated financial statements
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XO Communications, Inc.
Consolidated Statements of Stockholders” Equity (Deficit)
(Dollars in thousands)

Accumulated
Common Stock Other
Shares Deferred Comprehensive Accumulated
Class A Class B Amount Compensation Income {Loss) Deficit T'otal
Balance at December 31, 1999 150,457,264 117,485,100 $ 1,139,232 $ {85,489) 3 150,634 § (4,217,499 $O(13,122)
Issuance of common stock, options and warrants (n acquisitions. 77,536,299 — 3,002,309 — — — 3,002,309
Issuance of compensatory stock options and restricted stock 200,440 — 30,641 (22,704} —_— — 7,937
Compensation attnibutable to stock options vesting — — — 36,143 — — 36,143
Issuance of common stock through employee benefit plans. 3,150,088 — 126,604 — — — 126,604
Conversion of Class B common stock mto Class A comon stock 12,070,874 (12,070,874) — — _— — -
Conversion of 6% redeemable cumulative preferred stock into
Class A common stock, 8,595,750 — 93,860 — — — 93,860
Comprehensive loss
Net loss — — — — —- (1,101,299} (1,101,299
Preferred stock dividends and accretion of preferred stock
redempuon obligation — — — — — (146,356) (146,356)
Other comprehensive mcome - net unrealized holding gans
and foreign currency translation adjustments — — — - 38,870 — 38,870
Realized net gainstransferred to current period earmnings — — — — (206,545) — {206,545}
Total comprehensive loss — — — — — — (1.415.330)
Balance at December 31, 2000 262,010,715 105,414,226 § 4392646 5 {72,050) $ (17,041) § (2465154 $1,838,401
Issuance of common and restncted stock n acquisitions 11,211,416 — 29,055 — —_ — 29,055
Issuance of compensatory stock options. — — 2,551 (2,551) —- — -
Compensation attributable to stock options and resincted stock
vesting — — — 37173 — — 317,173
Issuance of common stock through employee benefit plans, 11,939,685 — 30,899 — — — 30,899
Conversion of Class B common stock mto Class A commeon stock 991,068 (991,068) — — — — —
Conversion of 6Y2% redeemable cumulative preferred stock mto
Class A common stock. 1,621,320 — 17,700 — —_ — 17,700
Issuance of common stock related 1o equity imvestment, net of
offering costs 50,000,000 — 155,658 — — — 155,658
Comprehensive loss
Net loss — — —= — — (2,086,125} (2,086,125)
Gamn on repurchases of preferred stock, net — —_ — — — 376,879 376,879
Preferred stock drvidends and accretion of preferred stock
redemption cbligation, net — — —_ — — (129,671) (129,671)
Other comprehensive income — net unrealized holding gains
and foreign currency translation adjustments — —_ — — 22,556 — 22,556
Realized net logses transferred to current peniod earnings — — — — 4,891 e 4,891
Total comprehensive loss — — — — = — (1,811,470
Balance at December 31, 2001 337,774,204 104,423,138  § 4,628,509 % (37.428) $ 10,406 $ 4304071 3 297416

See accompanylilg notes to consolidated financial statements
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XO Communications, Inc,

Consclidated Statements of Cash Flows

(Dollars in thousands)

OPERATING ACTIVITIES:
Net loss
Adjustments to reconcile net loss to net cash provided by {used i)
operating actrvities
Deprectation atd amortization
Stock-based compensation
Non-cash restructurning charges and asset write-downs
Non-cash reorganization expense, net
In-process research and development
Net losses (gains) on impairment or sale of investments
Extraordinary gain on repurchases of debt, net
Cumulative effect of accounting change
Changes 1n assets and liabilities met of effects from acquisitions
Accounts recervable
Other assets
Other lhabilities subject 10 compromise
Other habihities not subject to compromise
Net cash provided by {used in) operating activities
INVESTING ACTIVITIES:
Purchases of property and equipment, net
Prepayment for netwark assets
Payments to acquire fixed wireless hicenses
Net reieases of pledged secunties
Sales of marketable securities and mvestments
Purchases of marketable secunities
Cash received for (paid for} divestitures (acquisitions})
Investments 1n unconsolidated entities
Net cash provided by (used in) investing activities
FINANCING ACTIVITIES:
Net proceeds from issuance of redeemable preferred stock
Borrowings under senior secured credit facility
Proceeds from issuance of unsecured notes
Net proceeds from sale of common stock and modification of
preferred stock agreement
Proceeds from 1ssuance of common stock under employee benefit
plans
Repurchases of semor notes
Repurchases of redeemable preferred stock
Repayments of capnal lease and other obligations
Dividends paid on convertible preferred stock
Costs incurred 1n connechion with financing activities
Net cash {used m) provided by financing activities
Effect of exchange rate changes on cash
Net increase (decrease) 1nt cash and cash equivalents

Cash and cash equivalents, beginning of year
Cash and cash equivalents, end of year

Year Ended December 31,

2002 2001 2000
g (3386818 § (2,086.125) § (1.101.299)
699,806 1.162.671 617.714
28,928 37173 48,328
477,250 502,737 —
89,448 -— —
- — 36 166
— 95,804 (162.429)
—- (345,010) —
1,876,626 — —
85,514 {43.254) (68.761)
(21.572) {66,566} (42.167)
195,904 — —
(27.484) 181.693 113,034
17,602 (560,877) (559.414)
(208.713) (1,433,746) (1,380.629)
— (120.800) —
— (206) (49.502)
3,161 130 33,386
364.069 2912454 19,337,905
(103.9335) (2,031.072) (19.381,106)
3,000 (25,203) 46,940
— (10.175) (71,489)
57,582 (708,598) (1,464,495}
— — [.248.901
— 625.000 375.000
— 517,500 —_—
— 248,657 —
— 30,899 98,635
— (201,883) —
— (88.424) —
(6,079 (44.124) (6.809)
— (53,778) (49 984)
—_= (14.200) (17.100)
(6.079) 1,019,647 1.648.663
(1,256) 3,013 (213)
67,849 (246,813) {375.459)
246,189 493.004 868,463

§.-314038 5246180 5493004

See accompanying notes to consolidated financial statements
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X0 Communications, Inc.
Notes to Consolidated Financial Statements
December 31, 2002, 2001 and 2000

1. ORGANIZATION AND DESCRIPTION OF BUSINESS
Overview

X0 Commumcations Inc (formerly NEXTLINK Communications, lnc ), a Delaware corporation (* X0
Parent™), through 1ts subsidianies, owns and operates an integrated metropolitan and nationwide fiber optic network
that provides broadband communication services, local and long distance veice communication services and a wide
array of data and integrated data services to business customers 1n over 60 United States markets Voice services
include local and long distance services, calling card and interactive voice response systems Data services include
Internet access. private data networking and hosting services XO Parent, through its subsidiares, also offers
combined voice and data services 1n flat rate “bundled™ packages

Organization

The consolidated financial statements include the accounts and activities of XO Paren, and 1ts subsidianes
(collectively referred to as the “Company™ or “X0") The consolidated financial statements also inciude the results
of Concentric Network Corporation (“Concentric™) commencing June 16, 2000, the date on which Concentric
merged with XO The Company, through predecessor entities, was formed in September [994 As of December 31,
2002, the Company was majority controlled by Craig O McCaw through shares of Class A and Class B commeon
stock held by Eagle River Investments, LLC, an entity controlled by Mr McCaw, and other shares of the
Company’s Class A and Class B common stock owned or controlled by Mr McCaw

As further discussed in note 2, on June 17, 2002 (the “Petition Date™), XO Parent filed a voluntary petition for
rehief under Chapter 11 of the United States Bankruptecy Code (the “Bankruptcy Code™) with the United States
Bankruptcy Court for the Southern District of New York (the “Bankruptcy Court™) Accordingly, the accompanying
consolidated financial statements have been prepared in accordance with the American Institute of Certified Public
Accountants Statement of Position 90-7, “Financial Reporting by Entities in Reorgamization under the Bankruptcy
Code,” (“SOP 90-77) and on a going concern basis which contemplates continuity of operations, realization of assets
and Liqurdation of rabilities m the ordinary course of business In accordance with SOP 90-7, the financial
statements for the periods presented distinguish transactions and events that are directly associated with the
reorgamzation from the ongoing operations of the Company The Company conducts 1ts operations through direct
and indirect subsidiaries of XO Parent None of these subsidiaries were debtors in the Chapter 11 proceedings

On January 16, 2003 (the “Effective Date™}, XO Parent emerged from the Bankruptcy Court proceedings
pursuant to the terms of its third amended plan of reorgamzation (the “Plan of Reorgamization™) As discussed in
note 3, the Company will implement fresh start accounting under the provisions of SOP 90-7 Under the fresh start
accounting provisions of SOP 90-7, the fair vaiue of the reorgamzed Company will be allocated to its assets and
liabihities, and 1ts accumulated defieit will be elimunated As discussed m the Pro Forma column en the
accompanying balance sheet and in note 3, the implementatton of fresh start accounting will result in a substantal
reduction 1n the carrymg value of the Company’s long-lived assets, including property and equipment, fixed wireless
licenses, other intangible assets and other noncurrent assets  As a result, the tustorical financial statements will not
be comparable to financial statements of the Company published for periods following the implementation of fresh
start accounting




2. REORGANIZATION
The Chapter 11 Petition and Plan of Reorganization

On June 17, 2002, XO Parent filed for protection under Chapter 11 of the Bankruptcy Code in the Bankruptcy
Court On November 15, 2002, the Bankruptcy Court confirmed XO Parent’s Plan of Reorganization, and, on
January 16, 2003, XO Parent consummated the Plan of Reorgamization and emerged from s Chapter 11
reorganization proceedings with a significantly restructured balance sheet

Durning the pertod immediately preceding and after the filing of XO Parent’s Chapter 11 petition, the Company
met with a committee of lenders under the $1 0 billion secured credit facilaty (the “Pre-Petinon Credit Facility”), an
informal commutiee of unsecured creditors that represented holders of our senior unsecured notes (and following the
filing of the Chapter 11 petition, the official committee of unsecured creditors appointed 1n the Chapter 11
proceedings) and potential investors to discuss potential restructuring transactions that could be implemented to
reorganize XO Parent’s capital structure These discussions led to an agreement with the lenders under the
Pre-Petition Credit Facility regarding the terms of a Plan of Reorganization that envisioned two potential
reorgantzation structures the first of which was based on, among other things, a proposed cash investment in XO
Parent by third parties, which was ultimately abandoned, and the second of which contemplated a stand alone
restructuring with no new cash infusion commutted 1n advance The Plan of Reorganization was filed on July 22,
2002 and distributed to creditors of XO Parent eligible to vote in the reorganization

On August 21, 2002, High River Limited Partnership, a limited partnership controlled by Mr Carl fcahn (“*High
River™), commenced an offer to purchase loans under the company’s Pre-Petition Credit Facility at a purchase price
of $0 50 for each $1 00 n principal amount thereof Purchases made under this offer, together with the loans under
the Pre-Petition Credit Facility that High Ruver previously had acquired, resulted in High River holding
approxumately 85% of the loans outstanding under the Pre-Petition Credit Facility

The consummation of the Plan of Reorganization resulted in the $1 0 bilhion of loans under the Pre-Petition
Credit Facility being converted into the following

e 90 25 mllion shares of common stock, par value $0 01 per share, of reorganized XO Parent (“New
Common Stock™), and

» %500 muillion of outstanding principal amount of loans under a restructured secured credit and guaranty
agreement (the “New Credit Agreement”)

The Plan of Reorgamization also resulted 1n the cancellation of all of XO Parent’s pre-bankruptcy senior notes
and pre-bankruptcy general unsecured claims 1n exchange for the following

o 475 million shares of New Common Stock,

e warrants to putchase shares up to an additional 23 75 mullion shares of New Common Stock described
below,

e nghts to purchase shares of New Common Stock in the rights offering described below; and

» aportion of the cash consideration recerved by XO Parent in connection with the settlement and
termmation of the proposed mvestment transaction that was the basis for the first restructurmg
alternative contemplated by the Plan of Reorganization {the “Investment Termmation Payment™)

The warrants consist of

e Series A Warrants to purchase 9 5 multon shares of New Common Stock at an exercise price of $6 25
per share,

e Sernies B Warrants to purchase approximately 7 1 million shares of New Common Stock at an exercise
price of $7 50 per share, and

» Series C Warrants to purchase approximately 7 1 million shares of New Common Stock at an exercise
price of $10 00 per share




The warrants will expire 7 years after the date of 1ssuance Each series of warrants 1s identical, except as to the
apphicable exercise price The exercise price applicable to each respective sertes of warrants 1s subject to adjustment
1N certain events

Under the Plan of Reorgamzation and after the filing and effectiveness of a registration statement with the
Secunties and Exchange Commission, XO Parent will 1ssue to certain holders of claims of interests 1n XO Parent,
who hold such claims and/or interests as of the November 15, 2002 record date, nghts to subscribe for up to
40,000,000 shares of New Common Stock. at $5 00 per share, for an aggregate purchase price of up to
approximately $200 0 million through a nights offering, (the “Rights Offering”) In addition, pursuant to the
stipulation relating to the settlement of a claim made against XO Parent purportedly on behalf of its stockholders
(the “Stockholder Stipulation™), holders of shares of pre-petition class A common stock of XO Parent will receive
additional nontransferable nights exercisable for a up to 3,333,333 shares of New Common Stock to the extent that
the nghts otherwise allocable to such holders in the Rights Offering are exercisable for less than 3,333,333 shares of
New Commen Stock Accordingly, not less than 40,000,000 and not more than 43,333,333 shares will be offered in
the Rights Offering

[n addition, under the Plan of Reorgamzation

¢ Holders of pre-petition subordinated notes of XO Parent had their securities cancelled, and received a
cash payment from High River based upon the amount of the Investment Termination Payment that
High River would have been enttled to receive as a holder of the loans under the New Credit
Agreement and the right to participate m the Rights Offering; and

e Holders of pre-petition class A common stock of XO Parent had their secunities cancelled, and
recewved the right to a portion of the cash consideration pursuant to the Stockholder Stipulationand
have the right to patticipate in the Rights Offering, and

e  Holders of pre-petition class B common stock and holders of all series of pre -petition preferred stock
of XO Parent had their secunities cancelled and recerved the right to participate in the Rights Offering

Of the 95 0 million shares of New Common Stock distributed on the Effective Date, more than 80% were 1ssued
to High River Immediately following this distribution, High River transferred all mterest 1n 1ts New Common Stock
to Cardiff Holding LLC, a Delaware limrted Liability company also controlled by Mr Icahn (“Cardiff”) Of the
warrants to be distributed under the Plan of Reorganization, XO esttimates Cardiff will receive Series A Warrants to
purchase approximately 3 O mutlion shares of New Common Stock, Series B Warrants to purchase approximately
2 3 million shares of New Common Stock, and Series C Warrants to purchase approximately 2 3 mitlion shares of
New Common Stock High River assigned us approxamately 85% interest in the loans outstanding under the New
Credit Agreement to Chelonian Corp (“Chelonian™), which subsequently assgned those loans to Arnos Corp
(“Arnos”} Both Cheloman and Arnos are controlled by Mr Icahn

Accounting Impact of Chapter 11 Filing

Liabilities subject to compromuse reflected in the accompanying consolidated financial statements and the XO
Parent stand-alone financial statements represent the lhiabihties of XO Parent incurred prior to the Petition Date that
are with unrelated parties (other than thosc that are payable to a subsidiary in the XO Parent Stand-Alone Balance
Sheet} In accordance with SOP 90-7, habilities subject to compromse were recorded at the amount allowed on
pre-petition clarms in the Chapter 11 proceedings Other obligations that are not subject to compromise have
retained their historical balance sheet classifications and amounts Liabilities subject to compromise consisted of the
following as of December 31, 2002 (dollars in thousands)

Long-term debt $ 5,165,718
Accrued interest and preferred stock dividends 295,820
Pre-petition accounts payable and accrued habihties 33,640
Capital lease obligations 9211
Total habilities subject to compromise 5,504,386
Less longterm liabihities subject to compromise 7.182

Current liabilities subject to compromise 5497207
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At December 31, 2002, there were approximately $34 milhion of habilities subject to compromise that had not
been settled by the Bankruptcy Court The Company expects to pay approximately $6 million to settle these claims
which will result in a reorganization benefit of approximately $28 million

In order to record 1ts debt instruments at the amount allowed by the Bankmptcy Court 1n accordance with SOP
90-7, as of the Petition Date, XO Parent wrote off all of 1ts debt 1ssuance costs and discounts related to debt
(collectively the “Deferred Financing Fees™) as a component of reorganization expense Reorganization expense
also includes professional fees mcurred 1n connection with the Chapter 11 proceedings, as well as gains or penalties
from the settlement or rejection of hiabilities subject to compromise and the net gains from the Investment

Termination Payment Reorganization expenses for the year ended December 31, 2002 consisted of the following
(dollars mn thousands)

Year Ended
December 31,
2002

Net loss from the settlement or rejection of habihues subject to

COMPromise S 14,916
Net gain from Investment Termination Payment (16,667)
Deferred Financing Fees 56,270
Professicnal fees 36.602

Total reorganization expense, net b 91,121

Under SOP 90-7, XO Parent was required to accrue mterest expense during the Chapter |1 proceedings only to
the extent that such interest was expected to be paid pursuant to the proceedings Under the Plan of Reorganization,
there were no cash payments of interest on the loans outstanding under the Pre-Petition Credit Facility or XO
Parent’s unsecured notes Therefore, XO Parent ceased accruing nterest on the Pre-Petition Credit Facility and on
1ts unsecured notes as of the Petiion Date The contractual interest amounts parenthetically disclosed on the
accompanying consolidated statement of operations represent the additional interest expense that would have been
accrued under the relevant financing agreements had the Company not ceased accrumng mnterest as described above

In accordance with SOP 90-7, XO Parent recorded its preferred stock at the amount allowed by the Bankruptcy
Court Accordingly, as of the Petiion Date, XO Parent recogmzed a gain equal to the remaimng $81 5 million
unamortized balance of a deferred modification fee and wrote off all 1ssuance costs and discounts related to 1ts
preferred stock, which resulted 1n 2 charge of $2 8 mullion In addition, the Company stopped accrumng preferred
stock dividends subsequent to the Petition Date The dividend amounts parenthetically disclosed on the
accompanying consolidated statement of operations represent the additional dividends that would have been accrued

under the terms of the relevant preferred stock had the Company not ceased aceruing such dividends as described
above
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XO Parent Stand-Alone Financial Statements

In accordance with SOP 90-7, stand-alone financial statements of XO Parent are presented below Such
financial statements have been prepared using standards consistent with the Company’s consolidated financial
statements without eliminating intercompany transactions and without consehdating controlled subsidharies (dollars

1n thousands)

X O Communications, Inc.
(XO Parent)
Debtor in Possession
Stand-Alone Balance Sheet

As of December 31, 2002
(Unaudited)
ASSETS
Current assets
Pledged securities $ 1,104
Other current assets 66,764
Total current assets 67.864
Property and equipment, net 65,654
Fixed wireless hicenses, net 67,039
Other intangibles. net 79,711
Investment in and notes receivable from subsidhanes, net 8,542,749
Other assets, net 43,638
Total assets & 8866633
LIABILITIES AND STOCKHOLDERS* EQUITY
Current liabilities not subject to compromuse b 50,422
Debt and accrued interest payable to subsidiary subject to compromise 620,389
Current liabilities subject to compromise 5,497,207
Total current habilities 6,168,018
Long-term liabilitres not subject to compromise 62,633
Long-term liabilities subject to compromise 7,182
Total liabilites 6,237,833
Redeemable preferred stock held by and payable to a subsidiary subject to
compromise 514,640
Redeemable preferred stock subject to compromise 1,708,316
Stockholders’ equity
Common stock. 4,628,139
Deferred compensation (8,149)
Accumulated defieit (4214124
Total stockholders’ equity 405866
Total hiabihties and stockholders™ equity 3 BR66,655
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XO Communications, Inc.
(XO Parent)
Debtor in Possession
Stand-Alone Statement of Operations
(Unaudited)

Revenue

C osts and expenses
Selling operating. and general (excludes stock based compensaton)
Stock-based compensation
Depreciation and amortization
Total costs and expenses

Loss from operations

Reorganization expense, net

Interest income on notes recervable from subsidhanes
Interest expense

Net mcome

Recogmuon of preferred stock modification fee, net - reorganization item

Net income apphcable to common shares

Period from the
Petition Date of June
17, 2002 through
December 31, 2002

75,000
12,352

47.584
134,936
(134.936)
(91,121)
286,202

(3.468)

56,677

78,703

§__ 133380




X0 Communications, Inc.
(XO Parent)
Debtor in Possession
Stand-Alone Statement of Cash Flows

(Unaudited)
Period From the Petition
Date of June 17, 2002
through
December 31, 2002

OPERATING ACTIVITIES:
Net income § 56.677
Adjustments for non-cash items

Depreciation and amorttzation 47,584

Reorganization expense 91121

Stock-based compensation 12,352

Interest income on notes receivable from subsidianes (286,202)

Interest expense 3.468
Changes 1n assets and habilities

Notes recervable from subsidiaries, net . _75.000

Net cash used in operating activities —
Net increase (decrease) wn cash and cash equivalents —
Cash and cash equivalents, beginning of the period —

Cash and cash equivalents, end of pertod ) S

3. FRESHSTART ACCOUNTING

The Company will adopt the fresh start accounting provisions (“fresh start”yof SOP 90-7 during the first
quarter of 2003 Under SOP 90-7, the implementation of fresh start reporting 1s tniggered in part by the emergence of
XO Parent from 1ts Chapter 11 proceedings Although the effective date of the Plan of Reorganization was January
16, 2003, the Company plans to account for the consummation of the Plan of Reorganization as if it had occurred on
January 1, 2003 and umplement fresh start reporting as of that date Fresh start requires that the Company adjust the
historical cost of 11s assets and liabltties to their fair value The fair value of the reorgaruzed Company, or the
reorgamzation value, of approximately $1 4 billion was determined based on the sum ofthe reorganized Company’s
$500 0 mullion of debt outstanding under the New Credit Agreement, $475 0 mllion of New Common Stock as
approved by the Bankruptcy Court, and the $425 0 milhon of other Irabtlities that were not eitminated or discharged
under the Plan of Reorgamzation

Fresh start requires that the reorganization value be allocated to the entity’s net assets i conformity with
procedures specified by Accounting Principles Board Opiniton (“APB”) No 16, “Business Combinations,” (“APB
No 16”)as superseded by Statement of Financial Accounting Standards (“SFAS”) No 141, “Business
Combinations,” (“SFAS No 1417) The Company engaged an independent appraiser to assist in the allocation of the
reorganization value to the reorgamized Company’s assets and habilities by determiming the far market value of 1ts
property and equipment, intangible assets and certain obligations related to 1ts facility leases The fair value
adjustments impacted current assds, property and equipment, fixed wireless licenses, intangible assets and accrued
Labihties A reconciliation of the adjustments to be recorded 1n connection with the debt restructuring and the
adoption of fresh start accounting 1s presented below (1n thousands)
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Principles of Consohdation

The Company’s consolidated financial statements include alt of the assets, liabilities and results of operations of

subsidiaries in which the Company has a controlling nterest All inter-company accounts and transactions among
consolidated entities have been eliminated

Preparation of Consohdated Financial Statements

The preparation of consolidated financial statements in conformity with accounting principles generally
accepted n the United States requires management to make estimates and assumptions that affect the reported
amounts of assets and hablities and disclosure of conungent assets and habihties at the date of the consolidated
financial statements and the reported amounts of revenue and expenses during the reporting period Management
perniodically assesses the accuracy of these estimates and assumptions Actual results could differ from those
gstimates

Cash and Cash Equivalents

The Company considers all mghly hiquid investments with maturities of three months or less at the time of
purchase to be cash equivalents Cash equivalents consist primarily of money market accounts that are available on
demand The carrying amount of these instruments approximates fair value due to their short maturtties

Marketable Securifies

Substannally all of the Company’s marketable securittes consist of U § government agency 1ssued and other
high-grade and highly-liquid securtties with original maturities beyond three months The Company classifies
investments in debt and eguiry secunnes as available-for-sale and records such mvestments at fair value The fair
values are based on quoted market prices Unrealized gains and losses on available -for-sale marketable securities are
reported as a separate component of comprehensive income Realized gams and losses for available-for-sale
securities are recognized i interest income

Long-Lived Assets

Long-lived assets, including property and equipment, fixed wireless hicenses, and mtangible assets with definite
useful lives to be held and used, are reviewed for impairment whenever events or changes 1 circumstances indicate
that the carrymg amount should be addressed pursuant to SFAS No 144, “Accounting for the Impatrment or
Disposal of Long-Lived Assets,” (“SFAS No 144™) SFAS No 144 supersedes SFAS No 121, “Accounting for the
Impairment of Long-Lived Assets and for Long-Lived Assets to Be Disposed Of,” (“SFAS No 1217) In accordance
with implementation requirements, the Company implemented the provisions of SFAS No 144 on January 1, 2002
The criteria for determimng rmpairment for long-lived assets to be held and used are generally consistent with SFAS
No 121 Pursuant to SFAS No 144, impairment 1s determined by companing the carrying value of these long-fived
assets to management’s best estimate of future undiscounted cash flows expected to result from the use of the assets
The Company believes that no impairment existed under SFAS No 144 as of December 31, 2002 In the event that
there are changes in the planned use of the Company’s long-hived assets or 1ts expected future undiscounted cash
flows are reduced signmificantly, the Company’s assessment of 1ts ability to recover the carrying value of these assets
under SFAS No 144 could change As discussed m note 3, the Company will apply fresh stan accounting during the
first quarter 0f 2003, which will result 1n a significant write-down of the Company’s long-lived assets

Property and Equipment

Property and equipment is stated at historical cost net of accumulated depreciation Depreciation is calculated
on a straight-iine basis over the estimated useful fives of the assets beginmng 1n the month telecommumcations
networks and acquired bandwidth are substantially complete and available for use and 1n the month equipment and
furtiture are acqutred The estimated useful lives of property and equipment are determined based on historical
usage with consideration given to technological changes and trends 1n the industry that could impact the network
architecture and asset utthzation Telecommumications networks and bandwidth include the deployment of fiber
optic cable and telecommunications hardware and software for the expressed purpose of delivermg
telecommunications services Costs of additions and improvements are capitalized, and repairs and maintenance are
charged to expense as incurred Direct costs of constructing property and equipment are capitalized mcluding
mnferest costs related to construction As discussed in note 3, the Company will apply fresh start accounting during
the first quarter of 2003, which will result in a sigmificant wrnite down of property and equipment
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Equipment held under capital leases 15 stated at the lower of the fair value of the asset or the net present value
of the minimum lease payments at the inception of the lease For equipment held under capital leases, depreciation 1s

provided using the straight-line method over the shorter of the estimated useful lives of the assets owned or the
related lease term

The estimated useful lives of property and equipment are as follows

Telecommunications networks and acquired bandwidth  5-20 years

Furniture, fixtures, equipment, and other 3-5 years

Leasehold ymprovements the shorter of the estimated useful hves or
the terms of the leases

These useful hives are determined based on historical usage with consideration given to technological changes
and trends 1n the mdustry that could impact the network architecture and asset utihization This latter assesstent is
significant because XO operates within an industry 1n which new technological changes could render some or all of
its network related equipment obsolete requining application of a shorter useful life or, 1n a worst case, a write off of
the entire value of the asset Accordingly, in making this assessment, the Company consuers the views of experts
within the Company and outside sources regarding the impact of technological advances and trend 1n the industry on
the value and useful lives of its network assets

Fixed Wireless Licenses

Fixed wireless licenses consist of direct costs to acquire fixed wireless licenses The estimated useful hife 15 20
years, which represents the original ten year license term with one ten year renewal Amortization commences when
commercial service using fixed wireless technology 1s deployed in the license’s geographic area Renewal 1s
conditioned upon the satisfaction of certamn utilization requirements established by the Federal Communications
Commussion (“FCC”) The Company’s current utihzation may not be sufficient to satisfy this FCC condition on
certamn licenses which could impact the FCC’s decision to renew As discussed m note 3, the Company will apply
fresh start accounting during the first quarter of 2003 which will result in a significant write down of fixed wireless
hicenses

Goodwill

Goodwill consisted primartly of goodwill from the Concentric merger Effective January 1, 2002, the Company
adopted SFAS No 142, “Goodwill and Other Intangible Assets™ (“SFAS No 142”), in which goodwill and
intangible assets with indefinite lives are no longer amortized but must be tested for imparrment annually or more
frequently 1f an event indicates that the asset might be impaired The Company performed the required transitional
impairment tests of goodwill as of January 1, 2002, and determined that the goodwll was totally impaired
Accordingly, 1n the first quarter of 2002 the Company recogmzed a $1,876 6 mullion charge as a cumulative effect
of accounting change to write off all of its goodwll

Other Intangibles

Other intangibles consist primanly of intangibles from the Concentric merger Such costs are amortized using
the straight line method of accounting over a pertod of up to five years As discussed m note 3, the Company will
apply fresh start accounung during the first quarter of 2003 which will result in a net increase to other intangibles

Other Assets

Other assets consist primarily of deferred costs associated with the nstallation of customer services,
investments 1n both publicly traded and privately held companies and pledged secunties The Company defers direct
labor costs related to customer installations, which are amortized ratably over the estimated customer service period

The Company has investments in entities 1n which X0 has no significant influence These investments are
accounted for under the cost method The Company regularly reviews 1ts investment portfolio to determine if any
decltnes 1 value are other than temporary Duning 2000 and 2001, the slowing economy had a negative impact on
the equity value of compames in the telecommunications sector In light of these circumstances and based on the
Company’s review of its investment portfolio 1n this sector, the Company recorded other than temporary impatrment
charges n other mncome (loss) of $89 0 million 1 2001 and $57 7 million 1n 2000 with respect to its public and
private equity investments
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As of December 31, 2002 and 2001, the Company had pledged $1 4 mullion and $16 6 mullion, respectively, m
cert:ficates of deposit as collateral for outstanding letters of credit The pledged secunties are stated at cost, adjusted
for accrued interest The fair value of the pledged securities approximates their carrying value

As disclosed 1n note 3, the Company will apply fresh start accounting duning the first quarter of 2003 which will
result 1n a reduction of other assets

Income Taxes

The Company accounts for income taxes in accordance with the provisions of SFAS No 109, “Accounting for
Income Taxes,” (“SFAS No 109")ywhich requires that deferred income taxes be determined based on the estimated
future tax cffects of differences between the financtal statement and tax bases of assets and habilities given the
provisions of the enacted tax laws Valuation allowances are used to reduce deferred tax assets to the amount
considered likely to be realized

Revenue Recogmtion

Revenues from telecommunication services are recognized when the services are performed, evidence of an
arrangement exists, the fee 15 fixed and determinable and collectibility 1s probable Service discounts and mncentives
related to telecommunication services are recorded as a reduction of revenue when granted or ratably over a contract
perted Fees billed in connection with customer stallations and other upfront charges are deferred and recogmzed
ratably over the estimated customer hfe Revenue from the sale or lease of unlit network capacity 1s recognized upon
consummation of the transaction and the acquirer’s acceptance of the capacity in instances when the Company
receives upfront cash payments and 1s contractually obligated to transfer title to the specified capacity at the end of
the contract term If the transaction does not meet these criteria, revenue 1s recogmized ratably over the contract term
In 2001, approximately 1 5% of XO’s total revenue was attnibuted to sales of unlit network capacity There were no
sales of unlit network capacity during 2002 or 2000

The Company establishes valuation allowances for collection of doubtful accounts and other sales credit
adjustments Valuation allowances for sales credits are established through a charge to revenue, while valuation
allowances for doubtful accounts are established through a charge to selling, operating and general expense The
Company assesses the adequacy of these reserves monthly evaluating general factors, such as the length of time
indridual recervables are past due, historical collection experience, the economic and competitive environment, and
changes 1n the credit worthiness of 1ts customers As considered necessary, the Company also assesses the ability of
specific customers to meet their financial obligations to XO and establishes specific valuation aliowances based on
the amount XO expects to collect from 1its customers The Company believes that the established valuation
allowances were adequate as of December 31, 2002 and 2001 If circumstances relating to specific customers
change or economic conditions worsen such that the Company’s past collection experience and assessment of the
economic environment are no longer reievant, XO's estimate of the recoverablity of its trade receivables could be
further reduced

In-Process Research and Development

In conjunction with the Concentric merger, the Company allocated $36 2 million of the purchase price to
m-process research and development which represented the estimated fair value of incomplete projects based on
risk-adjusted future cash flows At the date of the Concentric merger, the development of these projects had not yet
reached technological feasibility and the technology had no altemative future uses Accordingly, the entrre $36 2
million of acquired i -process research and development was expensed as of the acquisition date

Net Loss Per Share

Net loss per common share, basic and diluted, 1s computed by dividing loss applicable to common shares by the
wetghted average number of common shares outstanding for the period In periods of net loss, the assumed common
share equivalents for options, warrants and convertible secunties are anti-dilutive Assuming exercise or conversion
of outstanding stock options, warrants and convertible securities, calculated under the treasury method, diluted
shares would have been 549 § mullion for 2002, 512 6 mullion for 2001 and 398 5 mullien for 2000

As discussed 1n note 2, the Company emerged from bankruptcy on January 16, 2003 and has a reorganized
equity structure In particular, implementation of the Company’s Plan of Reorgamzation resulted in the canceilation
of all of the shares of all classes of the Company’s common and preferred stock that were outstanding prior to the
Petition Date
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Stock-Based Compensation

As allowed by SFAS No 123, “Accounting for Stock-Based Compensation,” (“SFAS No 123™) the Company
has chosen to account for compensation cost assoctated with 1ts employee stock plans 1n accordance with the
intrinsic value method prescribed by APB No 25, “Accounting for Stock Issued to Employees,” {(“APB No 25™
adopting the disclosure-only provisions of SFASNo 123 See note 16 for additional information regarding the
Company's stock compensation arrangements

Had compensation costs been recognized based on the calculated fair value of stock options at the date of grant,
the pro forma amounts of the Company s net foss applicable to common shares and net loss per common share for

the years ended December 31, 2002, 2001 and 2000 would have been as follows (dollars in thousands. except for per
share data)

Year Ended December 31,

2002 2001 2000
Net loss applicable to common shares — pro forma $ (3.351,824) § (1,845.882) $ (1435253
Net loss per common share — pro forma S (7 58) $ (45N 5 (4 46)

Comprehensive Loss

Comprehensive loss includes the Company’s net loss applicable to common shares, as well as net unrealized
gams and losses on available -for-sale investments and foreign currency translation adjustments relating to the
Company’s European operations Comprehensive loss excludes net realized gaing and losses transferred to current
period earmings relating to the sale of available-for-sale investments and other than temporary impairment charges

Concentration of Credit Risk

Financial instruments that potenually subject the Company to concentrations of credit risk consist primarily of
trade recervables Although the Company’s trade recervables are geographically dispersed and include customers tn
many different industries, a portion of the Company’s revenue 1s generated from services provided to other
telecommunications service providers Several of these companies have recently filed for protection under Chapter
11 of the Bankruptcy Code The Company believes that its established valuation and credit allowances are adequate
as of December 31, 2002 to cover these risks

Fair Value of Financial Instruments

SFAS No 107, “Dhsclosure about Fair Value of Financial Instruments™ (“*SFAS No  1077), requires disclosure
of fair value information about financial instruments, for which 1t 1s practicable to estimate the value The carrying
amounts for the Company’s financial instruments classified as current assets and Labilities approximate their fair
value due to their short maturittes as a result of the Company’s emergence from bankruptcy, the holders of the
Company’s debt and equity instruments received certamn rights and securities as described further 1n note 2

New Accounting Pronouncements

In June 2001, the Financial Accounting Standards Board ("FASB’) 1ssued SFAS No 143, “Accounting for
Asset Retirement Obligations,” (“SFAS No 143”) which requires an entity to recognize the fair value of a hability
for an asset rettirement obhigation in the period 1n which a legal or contractual removal obligation 1s incurred 1f a
reasonable estimate of fair value can be made If a reasonable estimate of fair value cannot be made in the period the
asset retrement obligation 15 meurred, SFAS No 143 requires the Liability to be recogmzed when a reasonable
estimate of the fair value can be made The provisions of SFAS No 143 are effective for financial statements 1ssued
for fiscal years beginning after June 15, 2002 As required by SOP 90-7, the Company will implement SFAS No
143 during the first quarter of 2003 m conjunction with the implementation of fresh start accounting The
accompanying pro forma balance sheet and note 3 includes an estimated asset retirement obligation of $21 4 milhon

In Apni] 2002, the FASB 1ssued SFAS No 145, “Rescission of FASB Statements No 4, 44, and 64,
Amendment of FASB Statement No 13, and Technica! Corrections as of April 20027, (“SFAS No 145"} which
eliminates the requirement to report matenal gains or losses from debt extinguishments as an extraordinary item, net
of any appltcable income tax effect, 1n an ennty’s statement of operations SFAS No 145 nstead requires that a gain
or loss recognized from a debt extinguishment be classified as an extraordinary item only when the extinguishment
meets the critenia of both “unusual 1n nature™ and *infrequent 1n occurrence™ as prescribed under APB Opimon No
30, “Reporting the Results of Operations - Reporting the Effects of Disposal of a Segment of a Business, and
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Extraordinary, Unusual and Infrequently Occurring Events and Transactions™ (*APB No 30} The provisions of
SFAS No 145 are effective for fiscal years beginning after May 15, 2002 wath respect to the rescission of SFAS No
4 and for transactions occurring after May 13, 2002, with respect to provisions related to SFAS No 13 The
Company has recognized extraordinary gams from debtrepurchases in 2001 and has determined that the
classification of such gains as extraordinary items will change under SFAS No 145 when XO implements fresh start
accounting 1n accordance with SOP 90-7

In June 2002, the FASB 1ssued SFAS No 146, “Accounting for Costs Associated with Exit or Disposal
Activities”, {“SFAS No 1467) which requires that costs, including severance costs, associated with exit or disposal
activities be recorded at theur farr value when a hiability has been incurred Under previous gutdance. certain exit
costs, including severance costs, were accrued upen managements’ commitment to an exit plan, which 1s generally
before an actual hability has been incurred The Company will apply the provisions of SFAS No 146 to any exit or
disposal activities inrtiated after December 31, 2002

In December 2002, the FASB 1ssued SFAS No 148, “Accounting for Stock-Based Compensation-Transition
and Disclosure™, (“SFAS No 148”) which amends SFAS No 123, to provide alternative methods of transition to
SFAS No 123°s fair value method of accounting for stock-based employee compensation SFAS No 48 aiso
amends the disclosure provisions of SFASNo 123 and APB Opimion No 28, “Intenim Financial Reporting.” (“APB
No 28")to require disclosure in the summary of sigmificant accounting policies of the effects of an entity’s
accounting policy with respect to stock-based employee compensation on reported net income and earnings per
share 1n annual and interim financial statements While SFAS No 148 does not amend SFAS No 123 to require
companies to account for employee stock options using the fair value method, the disclosure provisions of SFAS
No 148 arc applicable to all companies with stock-based employee compensation, regardiess of whether they
account for that compensation using the fair value method of SFAS No 123 or the intrinsic value method of APB
No 28 The provisions of SFAS No 148 are effective for fiscal years beginning after December 15, 2002 with
respect to the amendments of SFAS No 123 and effective for financial reports containing condensed financial
statements for interim periods beginming after December 15, 2002 with respect to the amendments of APB No 28
The Company will implement SFAS No 148 effective January 1, 2003 regarding disclosure requirements for
condensed financial statements for intertm pertods Management 1s currently evaluating the impact of the fair value
method of accounting for stock-based compensation on the Company’s results of operations and financial posttion

5. CUMULATIVE EFFECT OF ACCOUNTING CHANGE

In July 2001, the FASB 1ssued SFAS No 142, which revises the accounting for purchased goodwili and
intangible assets and supersedes APB Opinion No 17, “Intangible Assets” (“APB No 177} Under SFAS No 142,
goodwill and intangible assets with indefimte lives are no longer amortized but must be tested for impairment
annually or more frequently 1f an event indicates that the asset might be impasred This impairment test under SFAS
No 142 1s based on fair values determined by using market prices, current prices for simlar assets and liabilities, or
a discounted cash flow methodology Intangible assets with defimite useful lives continue to be amortized over their
useful lives

SFAS No 142 required that the imitial impairment anatysis of goodwill be completed by June 30, 2002 If
however, events or changes m circumstances indicate that goodwill of a reporting unit might be impaired before
June 30, 2002, goodwill was required to be tested for impairment when this indication of possible impairment anses
The Company performed the required transitional impairment tests of goodwill as of January 1, 2002, and
determned that the value of its goodwill was totally impatred Accordingly, in the first quarter of 2002, the
Company recorded a $1,876 6 milhion charge as a cumulative effect of accounting change to write-off all of its
goodwill The pro forma impact on net loss before cumulative effect of accounting change for the year ended
December 31, 2002, 2001, and 2000 compared to the actual results for the same peried 1s as follows (dollars 1n
thousands, except for per share data)

2002 2001 2000
Net loss before extraordinary item and cumulative effect of
accounting change $ (1,510,192) § (2431135 § (1,101,299)
Goodwill amortization — 595,601 323,109
Adjusted net loss before extraordmary 1tem and cumulative
effect of accounting change $(1510109) § (183553) § . (778.190)
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Net loss per common share before extraordinary item and

cumulative effect of accounhing change, basic and diluted
Reported net loss before extraordinary item and cumulative

effect of accounting change 3 (342) $ 602 % (342)
Goodwill amortization — 147 100
Adjusted net oss per common share before extraordinary item

and cumulanve effect of accounting change, basic and

diluted 5 (3420 & {4.55) § {2,423

6. RESTRUCTURING CHARGES AND ASSET WRITE-DOWNS

On August §, 2002, the Company entered into a Master Agreement with Level 3 Communications, Inc (“Level
3”). which amends various agreements related to XO’s acquisition of fiber networks 1n the United States from Level
3 and the recurring maintenance thereon (the “Master Agreement™) Beginning on January 1, 2003 and continuing
over the remawning term of the wnit1al agreement, the Company’s operating and maintenance fees as well as fiber
relocation charges will be reduced from approximately $17 0 million annuatly to a fixed rate of $5 0 rmlhon
annually In exchange for this reduction and certain other concessions, effective as of February 11, 2003, the closing
date for the transaction, the Company surrendered its indefeasible right to use an empty conduit and six of the 24
fibers previously acquired from Level 3 Because the Company had commutted to this plan of disposal and beheved
at the time that XO entered 1nto the Master Agreement that consummation of the contemplated transaction was
probable, the Company recorded a $477 3 mitlion non-cash write-down of these assets during the third quarter of
2002 Pursuant to applicable accounting principles, the write-down 1s based on the book vaiue of the surrendered
facilities and does not reflect the future benefits to be received by the Company under the Master Agreement

Duning the second half of 2001, the Company implemented a plan to restructure certain of 1ts business
operations The restructuring plan included reducing the Company’s discretionary spending, capital expenditures
and workforce based on 1ts assessment of current and future market conditions and the divestiture of its European
operations As 2 result of the restructuring plan, the Company recorded $509 2 million of estimated restructuning
charges during the year ended December 31, 2001 The Company continued to restructure its operations, reducing
1ts workforce by approximately 350 additsonal employees, the majonty of which were employed 1n network
operations, sales and marketing and information technelogy, and recorded a $2 9 mullion restructuring charge related
to involuntary termmation severance habifities 1n the second quarter of 2002 These employees were notified of their
termination of employment in the second quarter of 2002 and the employment of the majonty of the notified
employees was terminated by June 30, 2002 As of December 31, 2002, the remaining restructuring accrual was
$79 0 mullion, which relates prumanly to payments due to landlords on exited leased facilities The restructuring
accrual has decreased from $125 8 million as of December 31, 2001 primarily due to payments associated with
exited leased facilities

7. MARKETABLE SECURITIES

Marketable securities consisted of the following {dollars 1n thousands)

December 31,

2002 2001
U S Government and agency notes and bonds $ 246,945 5 242,048
Corporate notes and bonds 266.930

i 246943 5308978
8. PROPERTY AND EQUIPMENT

Property and equipment consisted of the following components (dollars 1n thousands):

December 31,

2002 2001
Telecommunications networks and acquired bandwidth § 2920819 $ 2.832,878
Furntture, fixtures, equipment, and other 656,994 758 022
3,577,813 3,5%0,900
Less accumulated deprectation 1,165.216 795.739
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2,412,597 2,795,161
Network construction-in-progress . 367,992 947416
52,780 589 83242577

As discussed 1n note 3, the Company will apply fresh start accounting during the first quarter of 2003, which
will result in a significant write down of property and equipment and the associated depreciation expense in future
peniods During 2002, 2001 and 2000, depreciation expense was $598 5 mullion, $447 0 nullion and $223 8 mullion,
respectively During 2002, 2601 and 2000, the Company capitalized interest on construction costs of $11 1 mullion,
$51 6 milhon, and $31 0 mulhon, respectively

As of December 31, 2002, the Company owned a North American inter-city network with a carrying value of
$260 5 milhon The inter-city network requires the purchase and nstallation of optical networking equipment in
order for the fiber to be “Iit” and operationally ready for its intended use The Company has postponed Lighting this
network and 1n the mterim has purchased Level 3 wavelength capacity to provide inter-city transport As a result, the
inter-city network has not been placed into service, 1s not being depreciated and 1s included in network
construction-m-progress as of December 31, 2002

9. OTHER INTANGIBLES

Intangible assets with definite useful lives consisted of the following (dollars 1n thousands)

December 31, 2002 December 31, 2001
Gross Gross
Carrying Accumulated Net Book Carrying Accumulated Net Book
Amount Amortization Value Amoui Amortization Value
Acquired technology $ 130515 S (84.336) § 46,179 § 141,541 $  (56027) 5 85514
Customer lLists. 123,745 (105,635 18,110 124,873 (80,845} 44,028
Other 35413 (26,920} 8,493 48 731 (24,869 23.862

Total mtangible assets  § 289673  &._(216F1) S 72782 § 15145 § (6LT4N § 153404

Fixed wireless licenses  § 997942 S (86110} $911,832 § 997942 § (503977 § 947,545

As discussed in note 3, the Company will apply fresh start accounting during the first quarter of 2003, which
will result 1n a significant write down of other intangibles and the associated amortization expense Amortizahion
expense for the years ended December 31, 2002, 2001 and 2000 was $101.3 mulhon, $715 7 milhon and
$393 9 million, respectively Fixed wireless icenses are amortized when commercial service using the wireless
technology 1s deployed 1n the license’s geographic area At December 31, 2002, $635 3 million of the fixed wireless
licenses are being amortized

10. ACCRUED LIABILITIES

Accrued habilities consisted of the following components (dollars in thousands}

December 31,

2002 2001
Accrued compensation $ 58551 § 73807
Accrued telecommunications costs 52,803 40,955
Accrued construction 1,123 27,552
Other accrued liabihities 153412 198.780

§_265889  $.34L0%4

11. LONG-TERM DEBT

As of December 31, 2002, the carrying value of the Company’s long-term debt was $5.2 billion including $3 7
billion 1n pre-petition semor notes, $0 5 billion i pre-petition convertible subordinated notes, and $1 0 billion
outstanding under the Pre-Petition Credit Facihity, all of which are classified as current liabiities subject to
compromise The Company ceased making all scheduled mterest payments due under the terms of 1ts senior
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unsecured notes effective December 1, 2001, and 1ts subordinated unsecured notes in February 2002 Consequently,
as of December 31, 2001, the Company was in default on certain unsecured notes and had tnggered cross-defauit
provisions under the Pre-Petition Credit Facility and the indentures under which all other senior notes were 1ssued,
50 the entire $5 2 billion of pre-petinion debt was classified as current

As discussed further in note 2, upon the Company 's consummation of the Plan of Reorgamzation, aii of XO
Parent’s pre-petition senior notes and pre -petiion general unsecured claims were cancelled 1n exchange for (1)
4,750,000 shares of New Common Stock, (11) warrants to purchase shares up to an additional 23,750,000 shares of
New Common Stock (i) rights to purchase shares of New Common Stock m the Rights Offering and (1v) a portion
of the cash consideration recerved by XO Parent from the Investment Termination Payment Any holders of
pre-petition subordinated notes of XO Parent had their securities cancelled, and received a cash payment from High
River based upon the amount of the investment Termination Payment that High River would have been entitled to
recetve as hoider of the Joans under the New Credit Agreement and the right to participate 1n the Rights Offering

The pre-petition senior notes had interest rates ranging from 9 0% to 12 75% and the interest rate on the pte-petition
convertible subordinated notes was 5 75%

The Pre-Pention Credit Facility bore interest at the Company’s option, at an alternative base rate, as defined, or
at the reserve-adjusted London Interbank Offered Rate (“LIBOR™), plus mn each case, applicable margins As
discussed further 1n note 2, upon the Company’s consummation of the Plan of Reorganization, the $1 0 tillion of
loans under the Pre-Petition Credit Facility were converted into 90 25 milhon shares of New Common Stock and the
$500 0 mullion of outstanding principal amonnt of loans under the New Credit Agreement The matunty date of the
outstanding principal under the New Credit Agreement 1s July 15, 2009 and automatic and permanent quarterly
reductions of the principal amount commence on October 15, 2007 The secunity for the New Credit Agreement
consists of the all assets of XO Parent, imncluding stock of its direct and indirect subsidiaries, and all assets of
virtually ail of those subsidiaries The New Credit Agreement ltmits additional indebtedness, liens, dividend
payments and certain investments and transactions, and contains certain covenants With respect to minumm cash
balance and EBITDA (earmings before interest, taxes, depreciation and amertization) requirements and maximum
capital expenditures

The Company 1s not required to pay interest acerued on the principal amount under the New Credit Agreement
until 1t meets certam financial ratios The Company can elect to begin paying interest in cash prior to the required
date Loans under the New Credit Agreement bear interest, at the Company’s option, at an alternate base tate, as
defined, or LIBOR, plus in each case, applicable margins Omnce the Company begtns to pay accrued interest in cash,
the applicable margins are reduced Under certain circumstances, the New Credit Agreement permats the Company
to obtam a sentor secured facility of up to $200 0 millien, subject to reduction in an amount equal to any proceeds
recetved from the exercise of nghts in the Rights Offering

During the second haif of 2001, 1n a series of transactions, a subsidiary of the Company paid $201 9 mullion to
repurchase $557 1 mllion of the outstanding principal of certain series of the pre-petition senior notes at a
substantial discount to their respective face values As a result of these transactions, during the year ended December
31(, 2001, the Company recognized an extraordinary gamn of $345 0 mullion, net of unamortized financing costs

12. REDEEMABLE PREFERRED STOCK

As of December 31, 2002 and 2001, the carrying values of the Company’s pre-petition preferred stock were
$1 7 ballion and $1 & billion, respectively As discussed 1n note 2, as a result of the Company’s emergence from
bankruptcy and consummation of the Plan of Reorganization, the Company's pre-petition redeemable preferred
stock has been cancelled and discharged and the holders of such securities will recerve no distribution under the Plan
of Reorganization

In conjunction with the implementation of the transactions that ultimately led to the reorganization of the
Company's capital structure pursuant to the Plan of Reorgamization, the Company ceased making all scheduled
dividend payments effective December 31, 2001 and stopped accrming preferred stock dividends subsequent to the
Petition Date In accordance with SOP 90-7, during the Chapter 11 proceedings, the Company was required to
record 1ts preferred stock at the amount allowed by the Bankruptcy Court Accordingly, during the second half of
2002, the Company recogmized a gain equal to the remaining unamortized balance of a deferred modification fee
and wrote off all 1ssuance costs and discounts related to tts preferred stock which resulted 1 a net gain of $78 7
mtllion
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During the second half of 2001, m a series of transactions, a subsidiary of the Company paid $88 4 muillion to
repurchase 3301 6 million 1n liquidation preference of its 14% pre-petiion Series A senior exc hangeable redeemable
preferred stock and $171 0 mulhion 1n hiquidation preference of its pre-petition 13%:% Senes E senior redeemable
exchangeable preferred stock at a substantial discount to their respective carrymg amounts As a result of these
transactions, the Company recognized a gain of $376 9 mmllion, net of unamortized financing costs

13. STOCKHOLDERS’ EQUITY

In December 2001, the Company veluntanily delisted its pre-petition Class A common stock from the Nasdag
National Market and began trading on the Nasdaq Overthe-Counter Bulletin Board (“OTCBB”) on December 17,
2001 under the symbol * XOX0O ™ The Company's pre-petition Class A common stock stopped trading on the
OTCBB as of the Effective Date and the New Common Stock began trading on the OTCBB under the symbol
“XOCM” shortly thereafter As discussed 1n note 2, pursuant to the Plan of Reorgamization, all interests n the
Company’s pre-petition Class A and Class B common stock were terminated as of the Effective Date

On June 7, 2001, an investment fund affiliated with Forstmann Little invested $250 0 million of ¢ash in the
Company to provide additional funding for general corporate purposes In exchange for the investment, the
Company 1ssued 50 0 milhion shares of 1ts pre-petition Class A common stock to the Forstmann Little fund and
amended the terms of outstanding pre-petition convertible preferred stock held by vanous funds affiliated with
Forstmann Little to reduce the share conversion price from $31 625 to $17 00 per share The value of the
pre-petition Class A commen stock 1ssued at the date the investment closed was $157 5 milhion The remamning
$92 5 million, attributed to the pre-petition convertible preferred stock amendment, was recorded as a credit to the
preferred stock balance and was being amortized against the accretion of the preferred stock redemption obligation
As discussed in note 12, during the second half of 2002, the Company recognized a gain equal to the remamning
unamortized balance of this deferred modification fee

In June 2000, the Company effected two-for-one stock splits of the 1ssued and outstanding shares of pre-petition
Class A and Class B common stock, in the form of stock dividends The accompanying consolidated financial
statements and the related notes herein have been adjusted retroactively to reflect the two-for-one stock spiits

14. INCOME TAXES

Components of deferred tax assets and liabilities were as follows (dollars in thousands)

December 31,

2002 2001

Deferred tax assets

Provisions not currently deductible & 123,280 § 41,954

Property. equipment and other long-term assets (net) 367.208 348,582

Net operating loss and capital loss carryforwards 1,863,336 1313477
Total deferred tax assets 2,353,824 1,704,013
Valuation allowance (2,028.331) (1,390.017)
Net deferred tax assels 325,493 313,996
Deferred tax habilities

Property, equipment and other long-term assets (net} (101.402) (72,108)

Other 1dennfiable intangibles (222,537) (238.463)

Other (1,554) (3.423)
Total deferred tax habilities (325.493) (313,996)
Net deferred taxes 3 = & =

The net change 1n valuation allowance for the year ended December 31, 2002 was an increase of
$638 3 millien The net change 1n the valuation allowance for years ended December 31, 2001 and 2000 was an
increase of $591 2 million and §£521 2 mrlhion, respectively

As of December 31, 2002, the Company has capital loss carryforwards of approximately $0 5 bilhion and net
operating loss carryforwards of approximately $4 0 bitlion As discussed tn notes 2 and 3, upon consummation of
the Plan of Reorganization during the first quarter of 2003, the Company will recognize a substantial amount of
cancellation of indebtedness mcome Accordingly, a substantial portion of the Company’s $4 5 billion of capital and
net operating loss carryforwards are expected to be eliminated  Other tax attnibutes, including property bases, could
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also be reduced Any surviving capital or net operating loss carryforwards will be subject to limitations imposed
under the ownership change rules in the U § Internal Revenue Code

The Company will join with the affiliated group of corporations controlled by Mr Icahn in filing a consolidated
federal income tax return As such, the Company entered into a Tax A llocation Agreement with Starfire Holding
Corporation (“Starfire”) the Parent entity of the affiliated group of corporations controlled by Mr Icahn Generally,
the Tax Allocation Agreement provides that Starfire will pay all consolidated federal income taxes on behalf of the
consohdated group that includes XO, and XO will make payments to Starfire 1n an amount equal to the tax liability,
if any, thatit would have 1f 1t were to file as a consolidated group separate and apart from Starfire

A reconcihiation of the Company’s effective income tax rate and the U S federal and state tax rate 15 as follows

2002 2001
Statutory U S federal rate 350% 350%
State 1ncome taxes, net of federal benefit 6 0% 6 0%
Vatuation allowance for deferred tax assets (18 3%) (29 4%)
Other identifiable intangibles {22 7%) (11 6%})
Effective mmcome tax rate =% —n

15. COMPREHENSIVE LOSS

Comprehensive loss includes the Company’s net loss applicable to common shares, as well as net unrealized gamns
and losses on available-for-sale investments and foreign currency translation adjustments from the Company’s
former European operations, which were sold in February 2002 The following table refiects the Company’s
calculation of comprehensive loss for the years ended December 31, 2002, 2001 and 2000 (dollars in thousands)

Year Ended December 31,
2002 2001 2000

Net loss applicable to common shares 5 (3350362) § (1,838.917) $ (1,247.655)
Other comprehensive (gains) loss
Net unrealized holding (gains) losses and
foreign currency translation adjustments — 22,556 38,870
Less Net realized (gams) losses and foreign
currency translation adjustments transferred

to current period eamings {7.894) 4,891 (206,545)
Comprehensive loss 1 (3358.406) B(LRILATON £ (1415330}

16. STOCK COMPENSATION ARRANGEMENTS

The Company had an Employee Stock Purchase Plan, (the “Purchase Plan”), under which 12 0 million shares of
Class A common stock were authonzed for issuance The Purchase Plan was suspended 1n 2001 1 connection with
the commencement of XO Parent’s balance sheet reorganization, and then was subsequently cancelled As discussed
in note 2, pursuant to the Plan of Reorganization, all interests i the Company’s pre-petition Class A common stock
were termmated as of the Effective Date Prior to the suspension of the Purchase Plan, ehigible employees could
purchase the Company’s pre-petition Class A common shares at 85% of the lower of the average market value of the
Class A common stock on the first and the last trading day of each calendar quarter Employees who owned 5% or
more of the voting rights of the Company’s outstandig common shares could not participate i the Purchase Plan
During the years ended December 31, 2001 and 2000, employees purchased 6 3 million and 0 4 mulhion shares of
pre-petition Class A common stock, respectively, under the Purchase Plan

Prior to the Effective Date, the Company also maintained the XO Communications, Inc Stock Option Plan (the
“Stock Option Plan™) and certain other equity compensation plans that had been assumed 1n connection with the
acquisttion of Concentnc Network (collectively, the “Old Stock Option Plans™) to provide a performance incentive
for certam officers, employees and individuals or companies who provide services to the Company The Old Stock
Option Plans provided for the granting of qualified and non-qualified stock options The options became exercisable
over vesting periods of up to four years and expired no later than 10 years after the date of grant

The Company had authorized 113 0 million shares of pre-petition Class A common stock for 1ssuance under the
Old Stock Optien Plans In May 2001, the Company offered 1ts employees the opportunity to exchange certain
options outstanding under the Old Stock Option Plans for new options equal to 85% of the number of shares
tendered The Company granted the new options on January 17, 2002, the first business day that was s1x months and
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one day following the closing of this exchange offer The exercise price of the new options was the last reported sale
price of the pre -petition Class A common stock on the date of that grant, which was $0 14 per share The new
options were 30% vested on the date of grant and the remaming 70% vest monthly 1n equal installments over the
following 36-month period unuli fully vested As of December 31, 2002, 44 0 mullion shares were avatlable for
1ssuance under the Old Stock Option Plans However, as discussed 1n note 2 under the Plan of Reorgamization, all
interests in the Company’s pre-petition Class A common stock including any options or awards granted under the
Old Stock Option Plans, were terminated and cancelled as of the Effective Date, and holders of such options under
such plans were entitled 1o no distribution pursuant to the Plan of Reorgamzation

The Company recorded approximately $28 9 milhion, $37 2 million, and $48 3 milhion of stock-based
compensation expense related to the Old Stock Option Plan for the years ended December 31, 2002, 2001, and 2000,
respectively

The following two tables summarize information regarding options under the Company’s Old Stock Option
Plan for the last three years

Number of Weighted
Average
Shares Exercise Price

Outstanding at December 31, 1999 55.203.534 5 9 86

Assumed in acquisttion 13,086,985 £ 2051

Granted 36,850,732 § 3517

Canceled (12,590,334) § 1952

Exerctsed (11.310.416) $ 663

Qutstanding at December 31, 2000 81.240,501 § 2277

Granted 5,909,809 h) 772

Canceled (49,163,452) $ 2832

Exereised (3.677.562) b 536

Outstanding at December 31, 2001 34,309,296 5§ 1391

Granted 24,978,119 $ 014

Canceled (15,053,582) $ 997

Exercised (35,860} i 001

Outstanding at December 31, 2002 — 44,197 973 $ 737

Exercisable, at December 31, 2000 16,369,892 $ 1130

Exercisable, at December 31, 2001 18,902,125 £ 1238

Exercisable, at December 31, 2002 30,350,882 $ 8 00

Options Qutstanding Options Exercisable
Wesghted
Options Average Weighted Options Weighted
Outstanding Remaining Average Exercisable Average
at December 31, Contractual Exercise at December 31, Exercise
Range of Exercise Prices 2002 Life Price 2002 Price

$001 -$016 22,929,528 86 3 012 13097978 § o1
§025 -%625 5,892,586 61 S 426 4818112 % 4 68
$628 -$1406 8,416,102 65 b 961 7,521,309 $ 939
$14 25 - $66 00 6,059 757 69 $ e 4913483 § 3016
=34,197,973 76 $ 737 —.30350882 8 800

The Company uses the Black-Scholes option-pricing medel to determine the pro forma effect of using the
intrinsic value method rather than the fair value method of accounting for employee stock options The model uses
centatn information, such as the interest rate on a nsk-free secunty maturing generally at the same time as the option
being valued, and requires certain assumptions, such as the expected amount of time an option will be outstanding
until 1t 1s exercised or 1t expires, to calculate the weighted average fair value per share of stock options granted This
information and the assumptions used for 2002, 2001, and 2000 are summarnized below

2002 2001 2000
Expected volatility . 125 0% 125 0% 77 2%
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Rusk free interest rate 4 0% 4 3% 62%

Dividend yield 0 0% G 0% 0 0%
Expected Iife (range n years) 40 40 40
Weighted average fawr value per share at grant

date 80 11 $510 £19 14

In connection with the confirmation of the Company’s Plan of Reorganization, the Bankruptcy Court approved
the adoptron of the XO Communications, Inc 2002 Stock Incentive Plan (the “2002 Stock Incentive Plan™), as of the
Effective Date Under the 2002 Stock Incenuve Plan, the Company 15 authorized to 1ssue, 1 the aggregate, stock
awards of up to 17 6 million of shares of New Common Stock, in the form of options to purchase stock or restricted
stock Non-gualified options to purchase 11 5 mlhon shares of the New Common Stock have been granted and are
outstanding as of March 1, 2003, each at a purchase price of $5 00 per share Of these options, 25% are vested and
the remainder vest over three years

The 2002 Stock Incentive Plan 1s admmmnstered by the Compensation Commuttee of the Company’s Board of
Directors, which has the discretionary authenty to determine all matters relating to awards of stock options and
restricted stock, including the selection of eligible participants, the number of shares of common stock to be subject
to cach option or restricted stock award, the exercise price of each option, vesting, and all other terms and conditions
of awards

Unless the Compensation Committee designates otherwise, all options expire on the earlier of (1) ten years after
the date of grant, (11) twelve months after terrmnation of employment with XO due to death or complete and
permanent disabtlity, (111) immediately upon termnation of employment by XO for cause, or (1v) three months after
termunation of emp loyment by the employee or by XO for other than cause

17. SUPPLEMENTAL DISCLOSURE OF CASH FLOW DATA

Supplemental disclosure of the Company’s cash flow information 15 as follows (dellars 1n thousands)

Year Ended December 31,
2002 2001 2000
Non-cash financing and mnvestng activities were as follows
Class A common stock, warrants and options 1ssued 1n
acquisitions and under lease arrangements 3 — $ 29055 § 3,002,309
Redeemable preferred stock dividends, paid i shares of
redeemable preferred stock — 86,237 76,671
Accrued redeemable preferred stock dividends, payable in shares
of redeemable preferred stock — 6,524 17,090
Assumption of preferred stock and Liabihues in acquisitions — 8816 614,027
Conversion of 64% redeemable cumulative preferred stock to
Class A common stock 35 17,700 93.860
Other obligations assumed — — 11,119
Cash paid for interest $ 11,681 $ 313,178 % 331,892

As discussed 1n note 2, the Company ceased paying dividends and interest on 1ts redeemable preferred stock and
1ts semor unsecured notes during 2001 and 1ts subordinated unsecured notes 1n February 2002

Employee Savings and Retirement Plan

At December 31, 2002, the Company had a defined contribution plan, generally covering all full ume
employees n the Untted States The Company provides a company match to all eligible employees based on certam
plan provisions and the discretion of the Board of Directors Beginming November 30, 2001, the Company’s
pre-petition Class A common stock was no longer available as an investment option due to the Company’s pending
reorgamzation Effective April 1, 2002, the Company changed its employer matching contribution from a 100%
matching contribution up to 5% of the participant’s compensation to a 50% matching contribution up to 5% of the
participant’s compensation Company contributions were $ 7 0 million, $12 5 miilion and $8 3 million durtng 2002,
2001 and 2000, respectively
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18. OPERATING SEGMENTS

Reportable Segments

The Company operates 1ts business as one communications segment The Company’s communications segment
includes all of 1ts products and services including data, voice, integrated vorce and data, and other services These
services have similar network operations and technology requirements and are sold through simiiar sates channels to
a stmilar targeted customer base Therefore, the Company manages these services as a single segment that 1s drvided
nto profit centers that are focused on geographic areas, or markets, within the United States, or that are focused on

customers with a presence across geographical markets

Products and Services

The Company classifies its products and services revenues offered by 1ts communications services segment into
voice services, data services, integrated voice and data services, and other services (dollars in thousands)

Year Ended December 31,

2002 2001 2000
Voice services $ 658,453 3 606.848 § 386,796
Data services 472247 596,664 331,892
Integrated voice and data services 128,048 52,018 2,693
Other services 1,105 3,037 2.445
Total revenue $1250853  §$125856]  § 723806

19. SELECTED QUARTERLY DATA (Unaudited)

Quarterly financial informauon 1s summanzed 1n the table below (dollars n thousands, except for share data)

Quarter ended 2002
March 31, June 30, September 30, December 31,

Revenue $ 333,405 $ 325,480 $ 301,526 $ 290 442
Cost of service 140,367 134,346 126,215 121,996
Loss from operations (a} (b} (182.663) (176,771) (673.001) (176,463)
Net loss before extraordinary 1tem and

cumulative effect of accounting change (299,028) (346,133) {695,209) {169.822)
Net loss (c) (2,175,654) (346,133) (695,209) (169,822)
Net loss applicable to common shares (d) (2.198,480) (286,851) {695.209) (169,822)
Net loss per common share (basic and

diluted} (e) (497) (0 63) (157) (0 39)

Quarter ended 2001
March 31, June 3G, September 30, December 31,

Revenue 3 277,307 $ 306,779 5 331,478 $ 343,003
Cost of service 114,894 122.942 138.100 151,762
Loss from operations (a) (358 248) (362,418) (547.285) (681,940)
Net loss before extraordinary 1tem (443.511) (461,116) (734,655) (791,853
Net loss (¢) (443,511) (461,116) (398.917) (782.581)
Net loss applicable to common shares (d} (482,552) (500,722) (50,752} (804,891}
Net loss per common share (basic and

dituted) (e) (130D (132) 0 12) (1 84)

a  Inthe third quarter of 2002, loss from operations mcludes a non-cash asset write down totaling $477 3 nullion resulung from an agreement

with Level 3 to amend vanious agreements relating to the Company’s Level 3 mter-city fiber network facilities. Fnthe second quarter of
2001, loss from operauens includes restructuring charges totaling $509 2 millon associated with pians to restructure certan aspects of the

Company’s business operations

b  Loss from operations 1 the quarters ended March 31, June 30, and September 30, 2002, respectively, reflects the reclassification of

reorganizalion expense, net to below loss from operations

¢ 1n the first quarter of 2002, net loss mcludes a $1,876 6 milhion impairment charge to wnte-off all of XO’s goodwill as a cumulative effect
of accounting change, pursuant 1o SFAS No 142 In the third quarter of 2001, net loss includes an extraordmary gam of $345 0 million
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resulting from the repurchase of certan of XO's semior notes and a write-down of $87 0 mullion for an other than t emporary decline n the
value of certain investments

d  Inthe second quarter of 2002 net loss applicable to common shares mcludes a net gain of $78 7 million as XO's preferred stock was
deemed subject to compromuse under SOP 90-7 as of the Petition Date, requinmg the Company to recognize the remaming $81 5 mullion
unamortized balance of 1ts deferred modification fee and wite-off certan 1ssuance costs and discounts.

e The net loss per share data has been calculated based on the shares outstanding of the Company's pre-petition class A and class B

common stock prior o the consummation of its Plan of Reorganizanon. On the Effective Date of the Company’s Plan of Reorgamzation,
all interests 1n XO's pre-petiion class A and class B common stock were t etnunated and all outstanding shares were cancelled Se¢e note 2
for further discussion The net loss per share data has been adjusted for the stock splits effected 1 2000 and 1 prior periods

20. RELATED PARTY TRANSACTIONS

In February 2003, Dixon Properties, LLC (“Dixon”), which 1s controlled by Mr Icahn, acquired ownership of
the bulding 10 which XO headquarters 1s located 1n a transaction that was approved by the Bankruptcy Court X0
currently ieases approximately 170,000 square feet of space in that building In connection with the purchase of the
building by Dixon, 1t assumed the existing lease agreement Pursuant to the assumed lease agreement, XO 15

obligated to pay $20 4 muillion in the aggregate to Dixon through the expiration of the initia | term of the lease, which
15 November 30, 2007

XO Parent has entered nto a Tax Allocation Agreement, dated January 16, 2003, between XO Parent and
Starfire, a company controlled by Mr 1cahn, which in turn indirectly controfs Cardiff, in connection weth the fact
that 1t 1s contemplated that these entities will be filing consolidated federal income tax returns, and possibly
combined returns for state tax purposes The Tax Allocation Agreement, which was approved by the Bankruptey
Court 1n connection with XO Parent’s Chapter 11 proceedings, establishes the methodology for the calculation and
payment of income taxes wn connection with the conselidation of the Company with Starfire for income tax
purposes Generally, the Tax Altocation Agreement provides that Starfire will pay all conselidated federal income
taxes on behalf of the consolidated group that includes the Company, and the Company will make payments to
Starfire 1n an amount equal to the tax hability, 1f any, that 1t would have 1f it were to file as a consolidated group
scparate and apart from Starfire

Arnos, which 1s owned and controlled by Mr Icahn, holds approximately 85% of the $500 milhon m loans
outstanding under the New Credit Agreement Under the New Credit Agreement, no cash interest payments are
required to be made by the Company until 1t achieves specified financial targets

In July 2001, the Company executed 2 multi-year agreement with Nextel Communications, Inc {“Nextel™)
pursuant to which XO wiil provide Nextel telecommunications services Individuals who served as members of the
Company’s hoard of directors prior to the Effective Date of the Company's Plan of Reorgamzation also serve on the
board of directors of Nextel One of these members, Craig O McCaw, along with his affiliates, held a controlling
voting mterest 1n the Company prior to the Effective Date of the Plan of Reorganization and holds certain
management nights related 1o his mvestment 1n Nextel Prior to entering into the agreement with Nextel, the
Company participated 1n a competitive proposal process imtiated by Nextel, which mcluded numerous national
telecommunications providers Therefore, i1n management’s opinion, the agreement with Nextel was consummated
n the normal course of operations with prices and terms equivalent to those available to, and transacted with,
unrelated parties

Prior to the Effective Date of the Company’s Plan of Reorgamization, certamn mvestment funds affiliated with
Forstmann Little & Co had a significant equity mterest 1n the Company and had designated certamn individuals to
serve as members of the Company’s board of directors Such wivestment funds and other entities affiliated with
Forstmann Lattie & Co alse hoid a significant equity interest in McLeodUSA (“McLeod”) McLeod provides
interconnection and facilities based telecommunications services to the Company, and the Company provides, on a
limited basis, telecommunications service to McLeod In addition, during 2001, XO acquired certain unkit metro
network capacity from McLeod to support infrastructure requirements 1n a specific XO market

The following table summarizes the Company’s transactions with Nextel and McLeod (dollars m thousands)

Revenue recogmzed from Payments made for

services provided for the services received for the

year ended December 31, vear ended December 31,
2002 2001 2002 2001
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McLeod $ iy § I S 1953 § 8410
Nextel § 66,852 & 27599 $ 2745 % 6,206

The following amounts are outstanding as a result of the Company’s transactions (dollars in thousands)

Accounts receivable Accounts payable

as of December 31, as of December 31,

2002 2001 2002 2001
McLeod $ 16 3 57 3 20 % -
Nextel $ 11,219 § 9732 $ - 8 10

21. COMMITMENTS AND CONTINGENCIES
Operating Commitmenis

The Company 1s leasing premises under various noncancelable operating leases for admnustrative space,
building access, and other leases, which, in addition to rental payments, require payments for insurance,
maintenance, property taxes and other executory costs related to the leases The lease agreements have vanous
expiration dates and renewal options through 2021 The Company also has various noncancelable long-term
contractual obligations associated with maintenance and service agreements

Future minimum lease commitments required under noncancelable operating leases and contractual obligations
are as follows (dollars 1 thousands)

Operating Other long-term

lease coniractual
Year Enting December 3], obligations oblipatians
2003 $ 62,733 $ 74126
2004 59,045 57,612
2005 55,600 17.574
2006 51.458 14,577
2007 47,334 11,780
Thereafter 232.550 107,277
Total mimmum commitments §_S08.720 8282946

Rent expense for cancelable and noncancelable leases totaled approximately $76 4 million, $100 1 million, and
$54 6 milhon for the years ended December 31, 2002, 2001, and 2000, respectively

Capital Leases

Network assets under capital leases totaled approximately $16 3 mullion and $27 2 million as of December 31,
2002 and 2001, respectively, and are included in telecommumications networks 1n property and equipment
Depreciation on leased assets of $2 0 million for the year ended December 31, 2002 1s included 1o depreciation
expense Future mimmum lease payments under capital lease obligations as of December 31, 2002 are as follows
(dollars 1n thousands)

Year Ending December 31,

2003 $ 10,031
2004 . 2,809
2005 2,668
2006 2416
2007 1,733
Thereafter 277
Total minimum capital lease payments. 19.934
Less imputed interest 4,123
Less current portion of capital lease obhgations . 8,629
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-

Longterm portion of capital lease obligation s . 1182

As of December 31, 2002 both the current portion and long-term portions of the capital lease obligation are
classified as subject to compromise, 1n accordance with SOP 90-7

Legal Proceedings

The Company 15 not currently a party to any legal proceedings, other than regulatory and other proceedings that
are 1n the normal course of business

Prepaid Calling Card Tax Matter

On July 26, 2002, the Company was advised by the staff of the Securities and Exchange Commussion that 1t was
conducting an informal imquiry primartly relating to obligations wath respect to, and X0O’s accrual of habilities for,
specified federal excise and state sales tax and similar tax obligations arising in connection with prepaid calling card
services and relating to certain other matters Sales from prepaid calling card services that are potentially subject to
these taxes accounted for approximately $56 million of total revenues for 1999, when the Company began
providing these services, through June 30, 2002 The Company believes thatits accounting for these potential
obliigations 1s appropriate and that its accruals of habilities relating to these obligations are adequate

Unfunded Affiliate Pension Obliganion

As discussed in note 2, affiliates of Mr Icahn hold over 80% of the outstanding New Common Stock of XO
Parent Applicable pension and tax laws make each member of a plan sponsor’s “controlled group™ {generally
defined as entities 1n which there 1s at least an 80% common ownership interest) jointly and severally liable for
certain pension plan obligations of the plan sponser These pension obligations include ongoing contributions to
{und the plan, as well as Liabihity for any unfunded Liabthities that may exist at the time the plan 1s terminated In
addition, the failure to pay these pension obligations when due may result 1n the creation of liens n favor of the
pension plan or the Pension Benefit Guaranty Corporation, {(the “PBGC™) against the assets of each member of the
plan sponsor’s controlled group

As a result of the more than 80% ownership interest in XO Parent by Mr Icahn’s affiliates, XO Parent and 1ts
subsidianies will be subject to the pension habihities of any entities 1n whichMr Icahn has a direct or indirect
ownership iterest of at least 80%, which includes ACF Industries, Inc (“*ACF”), which 1s the sponsor of certain
pension plans As most recently determined by the ACF plans’ actuaries, pension plans mamtarned by ACF are
underfunded 1n the aggregate by approximately $14 miilion on an ongoing actuarial basis and by approximately
$102 mullion 1f those plans were termtated As a2 member of the same controlled group, XO Parent and each of 1ts
subsidiaries would be liable for any failure of ACF to make ongoing pension contributtons or to pay the unfunded
liabiltties upon a termination of the ACF pension plans

The current underfunded status of the ACF pension plans requires ACF to notify the PBGC 1f XO Parent or 1ts
subsidiaries cease to be a member of the ACF controlled group In addition, so long as the Company remaimns a
member of the ACF controlled group, certain other "reportable events,” including ¢ertan extraordinary dividends
and stock redemptions, must be reported to the PBGC

22. SUBSEQUENT EVENT
Effectiveness of Bankruptcy Plan

The Plan of Reorganization that was confirmed by order of the Bankruptcy Court on November 15, 2002
became effective January 16, 2003, and 1s discussed in more detail m note 2

F-31



X0 Communicati ons, Inc.
Schedule 1T - Consolidated Valuation and Qualifving Accounts
For The Years Ended December 31, 2002, 2001 and 2000

Additions
Beginning charged to Ending
(in thousands) Balance expense Reductions Balance
Allowance for doubtful
accounts
2000 hY 7.215 $ 21,999 S (8.215) $ 20,999
2001 s 20999 S 45757 $ (34.264) $ 32492
2002 § 32492 5 53,631 b (49.093) § 37030
Restructuring accrual
2000 § 30,935 $ — 5 (30,935) § —
200t (a) $ — $ 509,202 $  (383429) $ 125,773
2002 (b) $ 125773 $ 480,168 8 (526,95]) $ 78,590

(a) Only $16 6 million of the reduction m the 2001 restructurmg accrual was for cash payments The balance was associated with the wnie
down for the excess of carrying value of asset s to be seld or abandoned and was apphied 1o those assets

(b)  Only 549 7 nullion of the reduction sn 2002 restructuring accrual was for cash payments The balance was associated withthe non-cash
asset write down resulung from an agreement with Level 3 1o amend vanous agreements relating to XO's Level 3 inter-city fiber network
facilities




